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FOREWORD 
I. I t is the aim of this pamphlet to present in a broad and general way 
the basic principles of the depreciation problem as these principles concern 
ordinary manufacturing operations. Much has already been written on the 
subject of depreciation, but the greater part of this literature has been writ-
ten from the viewpoint of the technical accountant and the engineer. An 
effort has been made to confine the following discussion to non-technical 
language and present the subject in a manner that will appeal to the execu-
tive, the superintendent and the foreman, as well as the cost accountant. 
The policy regarding depreciation certainly ranks in importance with 
any policy having to do with manufacturing operations. Countless examples 
could be cited of the serious consequences resulting where the depreciation 
policy has not received proper consideration. 
According to figures, prepared by the Treasury Department, the fixed 
property investment of American business totals about 70 billions of dollars. 
This figure includes real estate, plants and equipment, used in business. I t 
is also estimated that there is approximately 18 billions of dollars represented 
in the fixed property of manufacturing industries. I t is fair to assume that 
of this 18 billions of dollars, at least 16 billions is invested in fixed assets 
that are subject to depreciation through lapse of time, wear and tear, and 
obsolescence. 
Fixed assets are receiving more and more attention from management, 
not only as to depreciation, but as to their valuation, replacement and turn-
over in terms of net sales and net profits. 
An improper charge in the way of excessive depreciation may result 
in so burdening costs as to lose competitive business; such a charge may 
also create a secret reserve to the detriment of those owning an interest in 
the business and unacquainted with this reserve. An improper charge due 
to the policy of under-depreciation may result in the filling of orders gained 
from competitors at the expense of capital account. 
The depreciation charge is one that cannot be determined with absolute 
accuracy, but because of this fact, there is no more reason for the manufac-
turer to ignore the charge in his costs than there is for the doctor to quit 
his patient because he cannot determine whether or not the disease was 
inherited or acquired. I t is there and must be recognized in the most intelli-
gent manner possible. 
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Depreciation is due to possession and use; it is a decline in the value 
of all Fixed Assets—Land excepted—an impairment of capital, which is cer-
tain to occur as a result of deterioration through lapse of time, wear and 
tear or obsolescence. 
Doubtless, the confusion in thought and in writing regarding depreci-
ation is due to the lack of a proper understanding of the purpose of the 
depreciation charge. This purpose is two-fold: 
1. I t is to apportion the cost of depreciating assets over several 
accounting periods. This cost must be apportioned to the several 
accounting periods during which these assets will help to produce 
income. 
2. To show the proper value of the assets on the balance sheet and 
in the accounts of the business. 
From the Engineer's viewpoint, a machine with a life of ten years is 
not one-half worn out at the end of five years, and perhaps at the end of 
eight or nine years a physical valuation would show the machine worth 
50% to 70% of its original cost—even though in another year or two the 
machine must be scrapped. It is even advocated that depreciation over and 
above adequate repairs, replacements and renewals, is a mere abstraction, 
a bookkeeping fiction. 
Dicksee, a recognized accounting authority, says: "There is not neces-
sarily any close connection between the intrinsic value of capital assets at 
any given moment and the depreciation value at which they appear in the 
books of account." 
The main purpose of the depreciation charge is not to show values on 
the balance sheet, but to apportion to the several accounting periods the net 
outlay of capital represented in the assets that are being depreciated. This 
annual charge may leave an amount having little relation to the physical 
valuation of the assets at a particular date, and to one interested only in 
valuations, the charge may seem a fiction, but successful business manage-
ment has found it to be the only safe and sound principle to follow. 
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COMPOSITE AND UNIT DEPRECIATION METHODS 
DISTINGUISHED 
II-a. The elements having to do with the depreciation charge are generally 
understood to be as follows: 
Cost 
Estimated Useful Life 
Scrap Value 
Repairs and Replacements 
It should be understood that estimated useful life takes into consideration 
over-time production and whether or not the equipment is used on the piece 
work basis, as it is a known fact that equipment used 24 hours a day depreci-
ates much faster than equipment used 8 or 10 hours a day. I t is also recog-
nized that where equipment is used by piece workers, the operators working 
on a bonus basis, that it is a natural tendency for operators under these condi-
tions to use the equipment harder and as a result wear it out faster. 
The elements having to do with the depreciation charge might also be 
divided into a group, (a) beyond human control and a group (b) within 
human control. 
(a) Beyond Human Control 
Fall in new value 
Exhaustion 
Obsolescence 
(b) Within Human Control 
Neglect 
Misuse 
Disuse 
If an asset costs $5,000.00 and has an estimated useful and productive life 
of ten years—assuming that it will be kept in proper repair and will not be-
come obsolete—and a scrap value of $1,000.00, this would leave an outlay of 
$4,000.00, to be absorbed in the costs during the ten years of estimated useful 
and productive life. To ascertain the depreciation charge in accordance with 
recognized principles, the above elements must be taken into consideration. 
As will be discussed later, obsolescence is a big factor in the depreciation 
charge. 
In many cases, and even in some businesses that otherwise have a very 
modern and highly developed accounting system, the depreciation charge is 
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dealt with as an estimated percentage of the cost or book value of the assets. 
The assets may be classified as to buildings, machinery and equipment, furni-
ture and fixtures, etc. The charge is made up by taking an arbitrary rate of 
from l½ to 5% for buildings, 5 to 15% for machinery and equipment and from 
7½ to 331/3% for furniture and fixtures. When the depreciation charge is 
handled in this manner, little consideration is given to the fundamental prin-
ciples involved in providing for depreciation. However, too severe criticism 
must not be made of such a method, for in many cases this arbitrary approxi-
mation provides a relatively satisfactory distribution for the outlay of the 
fixed assets. Nevertheless, it is not a method to be recommended. 
In the past, before the depreciation charge was as well recognized as it 
is now, not infrequently a company would write off an arbitrary amount at 
any convenient time, and as a rule only in years when net profits were good. 
Such a procedure is indefensible. 
There are many methods used in providing for the depreciation charge; 
without considering either of the above methods mentioned, most all other 
methods are an adaptation of one or the other of the following: 
1. Unit Life Method. 
2. Composite Life Method. 
THE UNIT LIFE METHOD 
II-b. In providing depreciation on the Unit Life Method basis, each piece 
of equipment, each machine, each building, in short, each individual fixed 
asset is treated as a unit ; that is, for each individual fixed asset, cost less 
scrap value gives the amount to be absorbed over its estimated useful life. 
This method provides for considering each individual asset separately 
as to cost, useful life, working conditions, repairs, replacements, scrap value, 
and rate of depreciation. In this method articulation should be carried only 
as far as is practicable. To illustrate: If a concern is using 100 typewriters 
and it seems more practicable to consider all typewriters as a unit instead 
of considering each individual machine, they can be so considered. 
As an illustration of the Unit Life method, we can take a manufacturing 
plant having several buildings, and a power plant. In this case each build-
ing would be considered a unit. In the power plant, each individual piece 
of equipment, such as mechanical stokers, boilers, pumps, engines, electric 
generators, motors, etc., would become units. Under general conditions 
motors should be separated from mechanism-driven machines. Lines of trans-
mission should be considered as units. 
In order properly to use the Unit Life Method of providing for the depre-
ciation charge, it will readily be seen that it is absolutely necessary to keep 
8 
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a detailed record of each individual fixed asset. I t is also necessary that 
some scheme of identification be adopted so that each unit or each individual 
fixed asset can be definitely identified with its record. The numbering or 
lettering of each unit or asset will serve this purpose. These numbers or 
letters may be arranged and classified to indicate the class of assets that 
this particular one belongs to, the rate of depreciation charged on it or any-
other pertinent fact desired. This record can be kept in ledger form or as 
a card record. Ordinarily a card record is more convenient and works out 
better. The card record illustration given herewith shows on one side infor-
mation regarding purchase, installation cost, location, complete description, 
residual value, rate of depreciation, and monthly charge. On the opposite 
side of this card is shown the annual depreciation reserve record and the 
maintenance and repair record. 
The objection usually raised against the Unit Life Method is that it 
requires too much detail in the way of record-keeping. But whether depre-
ciation is provided on the Unit Life Method basis or the Composite Life 
Method basis, a detailed record should be kept of the information given on 
the card illustration. The only way that depreciation can be figured, when 
this information is not available, is by the rough-and-ready method of mak-
ing an arbitrary charge against book value or cost. 
As a general policy, a detailed record regarding fixed assets is worth 
far more than the cost involved in keeping such records. 
THE COMPOSITE LIFE METHOD 
II-c. This method takes the various fixed assets of the business and classi-
fies them on the basis of the estimated periods of useful life. For instance, 
there may be a group of buildings with an estimated useful life of 16 years, 
representing an outlay of $300,000, and a scrap value of $60,000; a class of 
machinery and equipment with an estimated useful life of 8 years, represent-
ing an outlay of $220,000, and a scrap value of $40,000; another class with 
an estimated useful life of 4 years, representing an outlay of $240,000, and a 
scrap value of $30,000. Using these three classes as an illustration the Com-
posite Life Method of providing the depreciation charge would be as follows : 
Class Outlay Estimated Life Scrap Value 
1 $300,000 16 years $60,000 
2 220,000 8 years 40,000 
3 240,000 4 years 30,000 
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APPLICATION OF THE COMPOSITE LIFE METHOD 
USING STRAIGHT LINE DEPRECIATION 
COMPOSITE LIFE 7 YEARS 
Year 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
Class of Assets 
No.3 
No. 3 and No. 2 
No.3 
Nos. 1, 2, 3 
Charge to Reserve 
for Replacements 
$ 
210,000 
390,000 
210,000 
630,000 
Credit 
to Reserve 
$90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
90,000 
Balance 
$ 90,000 
180,000 
270,000 
150,000 
240,000 
330,000 
420,000 
120,000 
210,000 
300,000 
390,000 
270,000 
360,000 
450,000 
540,000 
$1,440,000 $1,440,000 
c 
Although the life in the different classes of assets varies from 4 to 16 
years, they, as a whole, have an average life of 7 years, and it will require an 
outlay of $630,000, every 7 years, to maintain these assets. When the Com-
posite Life is determined, the depreciation may be computed by straight line, 
reducing balance or any other method. Instead of using a class of assets in 
determining the Composite Life, one may use individual assets or minute classi-
fications. The Composite Life Method of depreciation covers the plant as a 
whole and usually does not provide for the writing off of the assets beyond 
a certain point. As replacements are made the asset account is credited with 
the cost of the asset replaced and the reserve account is charged; or in some 
instances the cost value of the replacements are charged against the reserve 
account. The depreciating assets may be divided into groups, such as build-
ings, machinery and equipment, furniture and fixtures, etc., and the Composite 
Life Method applied. 
Even when the Composite Life Method is used, detailed records should 
be kept of each individual asset as outlined in the Unit Life Method. 
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Another way of applying the Composite Life Method is as follows: 
Rate Annual 
Buildings Cost of Depreciation Depreciation Charge 
No. 1 $50,000 2% $1,000 
No. 2 25,000 3% 750 
No. 3 5,000 5% 250 
$80,000 $2,000 
The building investment being $80,000, the annual depreciation charge 
being $2,000, the composite rate on building is 2½%, Straight Line Method. 
FEDERAL TAX REGULATIONS REGARDING THE COM-
PUTING OF THE UNIT AND COMPOSITE LIFE 
METHODS OF DEPRECIATION 
II-d. The present tax laws provide that a reasonable allowance should be 
made for exhaustion, wear and tear and obsolescence. 
Such an allowance is designated as the depreciation charge. The rules 
provide that the proper allowance for the depreciation charge is that amount 
which should be set aside for the taxable year in accordance with a reason-
ably consistent plan (not necessarily a uniform rate), whereby the aggregate 
of the amounts so set aside, plus salvage value, will at the end of the useful 
life of the asset equal the March 1, 1913, value or cost. However, the regu-
lations do not provide any particular method that should be used in com-
puting the depreciation allowance. They simply provide that the depre-
ciation charge should be made over the useful life of the property, either in 
equal annual installments or in accordance with any other recognized trade 
practice, such as apportionment of the assets over units of production. 
Whatever plan or method of computing the depreciation allowance is 
adopted must be reasonable and have due regard to operating conditions 
during the taxable period. 
The burden of proof rests on the Taxpayer to sustain the deduction for 
the depreciation allowance made by him. 
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THE BASES TO BE USED IN COMPUTING THE 
DEPRECIATION CHARGE 
III-a. At the present time the most disputed question regarding the Depre-
ciation Charge is whether or not the purpose in providing for depreciation 
is to distribute the cost of the Fixed Assets (less salvage value) over their 
estimated useful and productive life, or to provide out of the earnings made 
during their estimated useful and productive life capital to renew the depre-
ciating assets on the basis of their replacement values as these renewals 
become necessary. 
Many basis have been suggested as proper to be used in computing the 
Depreciation Charge. The more common basis suggested are: 
1. Cost. 
2. Reproduction Cost. 
3. Depreciable Property. 
4. Productive Output. 
5. Plant Capacity. 
III-b. During the past few years of rising prices and increased costs, there 
has been considerable discussion as to whether depreciation should be com-
puted on the basis of cost or on the basis of what it will cost to replace the 
assets when worn out, or on some such basis as Plant Extent and Capacity, 
or a revaluation at the close of each accounting period on the basis of cost of 
replacement. 
It is granted that the significance of the dollar, which has been called 
the accountant's yard stick, is constantly changing. The 1925 dollar is a 
very different unit from the 1913 dollar, and it is doubtful if anyone, no 
matter how expert he may be with indices, can tell the exact difference. 
But granting this and granting that our accepted principles of accounting 
may not show all the changes in the economic well-being of a business, it is 
nevertheless contended that far more would be lost than gained in any attempt 
to try and change our accepted accounting principles to portray the various 
stages of the business cycle. 
A clear distinction must always be kept in mind between Depreciation 
and Fluctuation. Depreciation, as has been stated, is the decline in the value 
of an asset certain to occur as a result of deterioration through lapse of time, 
wear and tear or obsolescence. Fluctuation in the value of an asset has noth-
ing to do with the operations of a business, and has no place in operating 
results. 
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The cost basis is believed to be the true basis for computing the depreci-
ation charge. However, this does not mean that prices must be fixed on the 
cost figures obtained by so figuring the depreciation charges. If prices were 
so fixed the customer would get the benefit of low-cost equipment in a period 
of high prices. And whether the customer or the manufacturer shall get this 
benefit is a question of policy and not of accounting principle. 
Those who advocate depreciation based on Reproduction Cost or Appraisal 
Value are contending that the depreciation charge is for the purpose of main-
taining the physical property and not the investment. 
And as the main purpose of depreciation is to spread the investment of 
the fixed assets over their useful and productive life, the proper depreciation 
charge is the one obtained by distributing the original cost, less any salvage 
value, or the loss due to physical and functional depreciation of the fixed 
assets. The fact that these assets cannot be replaced at the same cost has 
nothing to do with the cost of the products, and subsequent periods of pro-
duction should bear the cost of its equipment. To pursue the policy of loading 
present costs with the reproduction value of the equipment in use is confusing 
a financial policy with accounting principles. If the management deems it 
advisable to provide for the replacement of their assets at a higher price, and 
competition does not prevent them from selling their goods at a price sufficient 
to provide for such replacements, this policy may be pursued, but it should 
not be considered as a depreciation charge, but as an appropriation of surplus. 
The cost basis is sound—both in theory and in practice. Both the Inter-
state Commerce Commission and the Internal Revenue Bureau hold that the 
depreciation charge shall be computed on this basis, unless unusual reasons 
can be shown why some other basis should be adopted. 
DEPRECIATION AND DEPLETION DISTINGUISHED 
III-c. There is a marked difference in the loss of value from an asset being 
used as a part of the cost of sales, such as oil from an oil well, or gravel from 
a gravel pit, or timber from a forest tract, etc., and the loss of value due to 
the possession or use of an asset, such as a building or machine used in produc-
tion. The first loss is depletion; the second is depreciation. The loss in value 
of wasting assets, either where the asset itself is consumed, such as coal from 
a coal mine, or where the asset loses its value by the lapse of time, as in the 
case of a leasehold or a patent, is depletion. If the investment in wasting assets 
subject to depletion is to be kept intact, a depletion reserve should be pro-
vided, based upon the cost of the wasting asset divided by the probable out-
put or length of time such asset is to last, less any residual value. 
However, it must be understood that the mere setting up of the deple-
tion reserve, leaving the funds represented by the reserve in the business, 
16 
does not assure stockholders or owners of the business that the funds repre-
sented in the wasting assets will be available when the assets no longer have 
any value. Such assurance is possible only when safe investments are made 
of the fund represented by the amount in the depletion reserve. 
FEDERAL TAX REGULATIONS REGARDING BASES FOR 
COMPUTING DEPRECIATION 
III-d. The regulations provide that the basis upon which depletion, exhaus-
tion, wear and tear and obsolescence will be allowed in respect of any prop-
erty is the same as the basis for the purpose of determining the gain or loss 
from the sale or other disposition of such property. The general rule is that 
the basis for computing depreciation is the fair market value of the assets 
at March 1, 1913, or cost, whichever is greater, and cost, if the assets are 
acquired after this date. 
An exception to this rule is made regarding the depletion charges for 
mines, oil and gas wells, etc. 
The regulations provide that there shall be added to the March 1, 1913, 
value, or to cost, the cost of improvements, additions and betterments which 
have been added and are not allowable as an expense in the taxpayer's 
return, and from this amount should be deducted from time to time the 
amount of any definite loss or damage sustained by the assets through cas-
ualty, as distinguished from the gradual exhaustion of its utility, which is 
the basis of the depreciation allowance. 
The regulations provide that in the case of the acquisition on and after 
March 1, 1913, of a combination of depreciable and non-depreciable property 
for a lump price, as, for example, buildings and land, the capital sum to be 
replaced is limited to an amount which bears the same proportion to the 
lump price as the value of the depreciable property at the time of acquisition 
bears to the value of the entire property at that time. 
In a case of leased real property and where the lessee erects buildings 
or makes permanent improvements, which become part of the realty and 
income or loss has been returned by the lessor as a result, the capital sum 
to be replaced by depreciation allowances is held to be the same as though 
no such buildings had been erected or such improvements made. 
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METHODS OF COMPUTING AND APPLYING THE 
DEPRECIATION CHARGE 
IV-a. The first problem in the computation of the depreciation charge is 
to determine the total amount of depreciation to be charged into costs for 
the estimated useful and productive life of the asset or assets. To illustrate: 
If a building costs $250,000, and has an estimated useful life of 25 years 
with a residual value at the end of its useful life of $10,000, the total depre-
ciation to be charged to the 25-year period is $240,000. 
The total amount of depreciation to be provided for may be computed 
and charged to the different accounting periods in many ways. 
The more common methods of computing the annual depreciation charge 
are : 
1. Straight Line Method. 
2. Reducing Balance Method. 
3. Sinking Fund Method. 
4. Production Method. 
There are other methods of computing depreciation, but the four men-
tioned above are most common; in fact, it would be a safe guess to state 
that the straight line method is the one most commonly used. 
IV-b. 1. The Straight Line Method, or the taking of a fixed percentage 
of the total amount of depreciation to be charged, is probably most commonly 
used because it is the simplest. When this method is used, the annual charge 
is computed by dividing the total amount of depreciation to be provided by 
the estimated number of years of useful life. 
Using the illustration of the building costing $250,000, having a scrap 
value of $10,000, and an estimated useful life of 25 years, we have $240,000 
as the total amount of depreciation to be provided; this divided by 25, the 
estimated number of years of useful life, gives an annual charge of $9,600, 
or a fixed percentage charge of 4% of the total amount of depreciation to 
be provided. 
The objection to this method is that the annual charge for depreciation 
is the same in the first years when the repair charges are small and incon-
sequential as in the later years when the repair charges are heavy and more 
burdensome and consequently increase the manufacturing costs during the 
later years on account of the greater expense necessary for repairs. 
2. The Reducing Balance Method is computed by using a fixed per cent 
of the total amount of depreciation to be charged, deducting each time the 
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amount already charged. To illustrate: Take a machine that cost $50,000 
and has an estimated useful and productive life of 5 years and a scrap value 
of $1,000. The total amount of depreciation to be provided for during the 
expected useful and productive life would be $49,000. The rate to be applied 
would be .5427%. 
Applying this rate in accordance with the Reducing Balance Method, we 
should have the following results : 
Depreciation Charge 
Year .5427% of Balance Reducing Value 
1 $27,135.00 $50,000.00 
2 12,408.80 22,865.00 
3 5,674.60 10,456.20 
4 2,595.00 4,781.60 
5 1,186.60 1,000.00 
$49,000.00 
The rate by this method is difficult to compute accurately as it requires 
a logarithmic computation; but a fairly accurate rate, sufficient for practical 
purposes, can be developed without any logarithmic computation. 
By this method of computing the annual depreciation charge the burden 
of depreciation is lessened from year to year as the repairs and maintenance 
charges increase. The depreciation charge is large when the repairs are small 
and vice-versa. 
3. The Sinking Fund Method introduces the element of compound inter-
est and assumes that the annual depreciation charge, with accumulated inter-
est over the estimated life of the asset, will equal the total amount of the 
depreciation to be provided. 
The annual credits to the reserve account will consist of the depreciation 
charge made to expense and the compound interest earned on the amount in 
the reserve account. Under this method, a fund may be set aside; that is, the 
amount of the annual depreciation charge may be taken out of the working 
capital and invested either in securities of the company or in outside securi-
ties ; or the annual depreciation charge may be debited to manufacturing costs 
and credited to the reserve and a charge for the interest made to the regular 
interest account and credited to the reserve, no special fund being set aside. 
The computation for this method consists in finding the annual amount 
required at a certain rate of interest compounded annually to equal the total 
amount of depreciation to be provided for in the number of years estimated 
as the useful life of the asset; or, in other words, to find the amount of an 
annuity, at the rate of interest to be used, that will equal the total amount 
of depreciation to be provided for the estimated useful life. Using the same 
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illustration that was used for the Reducing Balance Method, $49,000, is to 
be provided in 5 years. Assuming an interest rate of 4%, the amount of an 
ordinary annuity of $1.00 at 4% for 5 years is equal to the compound inter-
est divided by the rate, or 5.41632. 
Hence, $49,000 divided by 5.41632 gives $9,046.70, the annual amount 
of the depreciation charge, or the amount of an ordinary annuity necessary 
to provide $49,000 in 5 years at 4% compounded annually. 
APPLICATION OF THE SINKING FUND METHOD 
WHERE A FUND IS NOT PROVIDED 
End of 
Year 
1 
2 
3 
4 
5 
Dr. Dep. 
$ 9,046.70 
9,046.70 
9,046.70 
9,046.70 
9,046.70 
Dr. Int. 
$ 361.90 
738.20 
1,129.60 
1,536.80 
Cr. Dep. Res. 
$ 9,046.70 
9,408.60 
9,784.90 
10,176.60 
10,583.50 
Asset Value 
Less Dep. 
$50,000.00 
$40,953.30 
31,544.70 
21,759.80 
11,583.50 
1,000.00 
$45,233,50 $3,766.50 $49,000.00 
APPLICATION OF THE SINKING FUND METHOD 
SHOWING THE ACCUMULATION OF A FUND 
End of 
Year 
1 
2 
3 
4 
5 
Dr. Fund 
$ 9,046.70 
9,408.60 
9,784.90 
10,176.60 
10,583.50 
$49,000.00 
Cr. Int. 
$ 361.90 
738.20 
1,129.60 
1,536.80 
$3,766.50 
Cr. Cash 
$ 9,046.70 
9,046.70 
9,046.70 
9,046.70 
9,046.70 
$45,233.50 
Total 
Fund and Res. 
$ 9,046.70 
18,455.30 
28,240.20 
38,416.50 
49,000.00 
Asset Value 
Less Dep. 
$50,000.00 
$40,953.30 
31,544.70 
21,759.80 
11,583.50 
1,000.00 
This method assumes that the depreciation charge should be enhanced 
by an arbitrary interest credit. In other words, if $9,046.70 is charged into 
costs as depreciation expense and this money is left in the business it should 
be enhanced by an interest credit. Where a special fund is set aside the 
amount charged to the fund is the same as the depreciation reserve and the 
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depreciation charge increases annually, but the increase is offset by an interest 
earning, thus making the net charge to operations the same each year. 
4. The Production Method consists in charging to costs as the depre-
ciation charge a certain rate per unit of output. This method requires the 
preparation of a budget or estimate of operations, a forecast of the amount 
of business that will be done. 
This method is most adaptable to a seasonal business and to businesses 
that operate overtime at certain periods of the year. 
(a) Seasonal Business. In a seasonal business such as the canning 
business, the cottonseed oil business, etc., where it is a normal condition to 
operate only a few months of the year, to spread the depreciation charge 
on the basis of unit of output no doubt gives a truer cost than to spread the 
charge monthly, and make the idle months bear this expense when they are 
not supposed to be providing income. It is true that depreciation is differ-
ent from wages or supplies, in that it is due to mere lapse of time, but never-
theless it is more reasonable to burden production with the charge than to 
burden the non-productive periods, especially when it is a normal condition 
to operate only for part time. 
(b) Overtime Production. Where it is a normal thing for a plant to 
operate certain times of the year on a 24-hour basis and other times on an 
8- or 10-hour basis, it is more equitable to charge the heavier production 
period with a greater proportion of the depreciation expense than the lighter 
periods. This can best be done by spreading the depreciation charge over 
units of output. 
The Production Method necessarily requires adjustments for the esti-
mated operations and the actual operations, but these can easily be made 
at the end of the year. This adjustment need not be a significant figure, as 
the budget or estimate can be revised during the season's operations. 
RELATION OF REPAIRS, RENEWALS AND REPLACE-
MENTS TO RATE 
IV-c. Repairs, renewals, maintenance charges and replacements are a vita) 
factor to be considered in establishing the rate of depreciation to be used. 
Some assets are of such a nature and the service required from them is such 
that they must be kept in the best of condition, the maintenance charge for 
such assets is very high but the life of the asset is prolonged and the depre-
ciation rate is lowered. Other assets are of such a nature that small parts 
have to be constantly renewed, minor replacements made, and these expendi-
tures prolong the useful life of the asset and reduce the depreciation rate. 
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There are other assets, such as the classical example of the "One-horse-shay,'' 
that can be used until they wear out from physical depreciation, wear and tear. 
There are three methods of handling repairs, renewals and minor replace-
ment expenses: 
1. Charge the expense direct to operations as and when the expense 
is incurred. 
2. Estimate the annual charge for such expenses and make a monthly 
charge for 1/12 to cost of operations and a credit to a reserve 
account for such expenses; as the actual expenses are met, charge 
them to the reserve account. 
3. The depreciation rate is calculated high enough to include such 
expenses and as the expenses are incurred they are charged to the 
depreciation reserve. 
Without going into a detailed discussion as to the advantages and dis-
advantages of the three methods of taking care of these expenses, it is the 
opinion of this Committee that, in most cases, the best practice is to charge 
off such expenses as they are incurred, unless the business is of a kind that 
calls for exceptional expenses at certain periods of the year, then the best 
practice is to estimate the annual charge and charge 1/12 to operations each 
month and credit a reserve for repairs, etc., and as the expenses are incurred, 
charge them to the reserve. 
RELATION OF OBSOLESCENCE TO RATE 
IV-d. Depreciation has been defined as the loss or decline in value of all 
Fixed Assets—Land excepted—which is certain to occur as a result of dete-
rioration through lapse of time, wear and tear or obsolescence. Sometimes 
an academic distinction is made between obsolescence and inadequacy, but such 
a distinction is hardly practical as both terms refer to loss in value due to 
certain conditions which renders the asset unable to profitably perform the 
work for which it was purchased. I t matters little what the reason is, if the 
time has come when it is no longer possible to profitably use the asset in com-
petitive production, the asset is obsolete as far as its use to the business is 
concerned. 
Much has been written on the subject of capitalizing obsolescence. Many 
arguments have been produced to support the contention that if an asset is 
replaced by another asset more efficient, either in the way of labor saving, or 
increasing output or in any other manner, that the new asset is of sufficient 
value to the business that it is proper accounting to consider its investment 
value as the amount paid for the new asset plus the loss sustained in the way 
of the undepreciated value of the old asset discarded. 
To illustrate: A machine costing $5,000, having an expected useful and 
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productive life of 10 years and a scrap value of $200, has been in use 5 years 
and has been depreciated by the straight line method, $2,400. Its book value 
is $2,400, when a new type of machine is brought out that renders the old 
machine unprofitable in competitive production. 
The old machine is discarded and a new machine is purchased at a cost 
of $7,600, and the investment for the new machine is carried on the books at 
its cost, viz.: $7,600 plus the undepreciated value of the old machine at the 
time it was discarded, viz.: $2,400, or $10,000. Instead of charging the unde-
preciated value of the old machine, or $2,400, to surplus and carrying the new 
machine at its proper value, viz.: its cost, $7,600. Such a policy as this is 
not only unsound from an accounting viewpoint, but is most dangerous in that 
if followed for any length of time it will produce such an inflated investment 
in Fixed Assets that they will be carried on the books far above even replace-
ment costs in a period of higher prices. 
Obsolescence is recognized as the most difficult element to determine per-
taining to the depreciation charge. In its determination management not only 
has to make a guess as to the future of their own business but as to what 
inventions will be made in the course of the next few years. However, past 
history teaches us that obsolescence has discarded more fixed assets than wear 
and tear. 
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TABLE OF RATES FOR THE STRAIGHT LINE METHOD 
OF FIGURING DEPRECIATION 
IV-e. Below is presented a schedule showing the low, average and high rates 
used by the sustaining memberships of the Illinois Manufacturers Association 
for the various classifications of assets scheduled. These rates are for the 
Straight Line Method or figuring depreciation. 
(The Committee wish to thank the sustaining membership of the Illi-
nois Manufacturers Association for their co-operation in furnishing 
the information necessary to compile this schedule.) 
Straight Line Rate 
Low Average High 
% % % 
Automobiles, Delivery and Light 25 29.16 33.33 
Belting 7.5 11.75 20 
Benches, Tables and Racks 9 11.80 15 
Boilers 3.75 7.36 15 
Building Fixtures 4 4 4 
Buildings, Brick . . . 2 2.85 5 
Brick and Steel 1.5 2.84 5 
Concrete 1.5 2.26 4 
Frame 3 5.30 10 
' ' Corrugated Iron and Steel 3 6 10 
Cars, Railroad 5 5 5 
Coal Vaults or Bins 3 7.66 15 
Cranes, Trolleys, Hoists 8 8.66 10 
Dies, Jigs, etc 10 22.77 50 
Elevators, Freight 4 6.80 10 
Equipment, Electrical 5 7.56 10 
Fire 6 12.33 20 
Power 5 7.80 12.50 
Store 6.2 8.10 10 
" Miscellaneous 3 9.11 14 
Factory Fixtures 5 9.70 15 
Furnaces 8.25 9.75 10 
Furniture and Fixtures 5 10.08 25 
(Gauges and Measuring Instruments 10 15 20 
24 
Low Average High 
% % % 
Horses 10 14.21 25 
Improvements, Land 5 5.64 8 
Kilns, Drying, etc 5 7.79 10 
Lathes 5 5.83 6.66 
Machinery 3.5 
" Office 10 
Motors 4.75 
Patents 5.88 
Patterns 5 
Power Circuits 5 
Power Plant 4 
Scales 6 
Shaftings 5 
Sidings, Railroad 2 
System, Heating, Ventilating, etc 3.33 
' ' Drainage and Plumbing 4 
' ' Sprinkler 3 
' ' Time Clock, Fire Alarm, etc 10 
Tanks 4.5 
Tools 4 
" Special and Permanent 10 
" Small 10 
Transmissions 5 
Trucks and Tractors 15 
Trucks, Factory 7.50 
Type, Rule, etc 10 
Wagons and Harness 10 13.50 20 
FEDERAL TAX REGULATIONS REGARDING RATES 
IV-f. The regulations provide no definite schedule of rates nor do they pro-
vide a specific method of applying the rates. However, they officially recog-
nize the Fixed Percentage or Straight Line method and the Production 
method, and apparently seem willing to adopt any other method or methods 
if they are found to be reasonable. 
They simply provide in general that it is contemplated that the depre-
ciation charge shall be computed upon the basis of the cost of the property 
8.36 
21.66 
8.64 
15.29 
18.99 
7.50 
5.75 
9.62 
7.93 
4.82 
5.70 
5.55 
5.11 
10 
6.75 
17.38 
17 
20 
9.73 
23.92 
9.44 
18.61 
16.66 
25 
20 
30 
30 
10 
7.50 
12.50 
10 
10 
10 
7.50 
10 
10 
10 
50 
25 
25 
10 
35 
12.50 
33.50 
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or its March 1, 1913, value, and the probable number of years constituting 
its life. 
The regulations further provide that as the rate at which depreciation 
may be claimed is dependent, in a greater or lesser extent, upon local condi-
tions, the use to which the property is put and its probable lifetime under 
normal business conditions, no specific rates at which it may be claimed 
have ever been established. 
The law states that a "reasonable allowance" may be claimed and it is 
for the taxpayer to determine what constitutes a "reasonable allowance." 
To compute the amount which may be claimed, the taxpayer should deter-
mine the probable lifetime of the property, then divide its March 1, 1913, 
value or cost to him by the number of years it will be useful in the business 
in which employed, and the result thus obtained will represent the amount 
which may be claimed each year as a deduction. 
The regulations recognize obsolescence as a proper charge. They pro-
vide that when the whole or any portion of the assets are affected by 
economic conditions that will result in their being abandoned at a future 
date, prior to the end of their normal useful life so that depreciation deduc-
tions alone are insufficient to return the cost (or other basis) at the end 
of their economic term of usefulness, a reasonable deduction for obsolescence, 
in addition to the depreciation charge, may be allowed in accordance with 
the facts obtained with respect to each item of property concerning which 
a claim for obsolescence is made. 
The regulations provide that no deduction for obsolescence will be per-
mitted merely because, in the opinion of a taxpayer, the property may 
become obsolete at some later date. This allowance is confined to such por-
tion of the property on which obsolescence is definitely shown to be sustained 
and cannot be held applicable to an entire property unless all portions 
thereof are affected by the conditions to which obsolescence is found to 
be due. 
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TREATMENT OF DEPRECIATION IN COSTS 
V-a. As has been stated, the main purpose of the depreciation charge is 
to spread the investment in depreciating assets over their useful and produc-
tive life. Hence, the depreciation problem is primarily a cost problem. 
There are no profits at all if the product sold does not bring enough to pay 
all running expenses and still leave free assets equal in value to the original 
capital that has been consumed; and it matters not whether this original 
capital has been consumed in the wearing out or the exhaustion of the assets. 
Whether it be depreciation or depletion, the charge must be provided for 
before the business has earned a profit. If this provision is not made, careful 
accounting should show that a part of each dividend is not earnings, but 
is simply capital investment returned. 
In figuring costs, the destruction of original capital in the way of depre-
ciation must be treated as an expense of production, and on the balance 
sheet this destruction in value—or depreciation—must be deducted from the 
original investment in depreciating assets. 
ORDINARY COSTS 
V-b. In ordinary costs the costs for each article or product is divided into 
three par ts : first, material; second, labor; third, overhead, or what is com-
monly called burden. Burden includes the depreciation charge. 
The cost of material and the cost of labor in ordinary cost accounting 
can usually be determined exactly if enough care is taken in keeping the 
records. Most of the items making up the burden or overhead charge can 
be determined exactly. The loss of value due to depreciation is no doubt 
the most difficult of all overhead to reduce to an exact figure. The prin-
ciples involved in finding the depreciation charge have already been dis-
cussed; after the charge has been determined, and since it is an item of 
burden or overhead in ordinary cost accounting, it is distributed by one of 
the several methods of distributing burden. The more or less standard 
methods of distributing burden or overhead are : 
1. Direct Labor Cost. 
2. Direct Labor Hours. 
3. Direct Labor and Material Cost. 
4. New Pay Rate. 
5. Old Machine Rate. 
6. New Machine Rate. 
7. Fixed Machine Rate. 
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No discussion will be given the above methods of distributing burden; 
since from the viewpoint of this discussion it is sufficient to state that the 
depreciation charge should be distributed in the same manner that the other 
indirect expenses are distributed in ordinary cost accounting. 
COMPETITIVE ADVANTAGES OR DISADVANTAGES 
RESULTING FROM THE DEPRECIATION 
COST CHARGES 
V-c. It is now generally conceded that the manufacturer who figures or 
estimates his costs without consideration of the depreciation charge is either 
fooling himself as to the net profit he is making or is filling orders at the 
expense of his capital account. 
We no longer hear the argument that the property accounts are so 
increasing in value that this increase more than offsets any wear and tear 
or obsolescence that may be taking place; in a measure great thanks are 
due to the burdensome tax laws of the past few years for our nationally 
awakened realization of the depreciation charge. 
The principal argument now concerning the depreciation charge is, 
whether or not it shall be figured on the basis of the cost of the asset or on 
some other basis as appraised reproductive value. That practically all 
manufacturing facilities are subject to depreciation and that the deprecia-
tion charge is a vital factor in arriving at accurate costs is admitted, but 
whether or not this charge should be figured on a basis that will provide 
for the replacement of the asset at greatly increased values or whether or 
not the charge should be so figured as to spread the cost of the asset over 
its useful and productive life, is a question much in dispute. 
The position is often taken that the manufacturer who does not figure 
his depreciation charge on replacement value is thereby giving away the 
unearned increment belonging to him. This reasoning presupposes that the 
price of the product will necessarily be determined from the cost figures, 
but such is not the case. Several things enter into the determination of the 
price of products and foremost among these is competition. For a manu-
facturer to get the benefit of the unearned increment belonging to him and 
due to higher price levels, it is not necessary that he place in his cost figures 
a depreciation charge based on replacement values, but having determined 
his cost figures, he can then consider that a part of his net profits will have 
to be conserved if he wishes to replace his present equipment and capacity. 
The idea that there is an advantage in figuring the depreciation charge 
on replacement values is confusing an accounting principle with a financial 
policy and the establishment of prices. It would be just as logical to assume 
that there was an advantage in figuring the depreciation charge twice as 
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high as it should be figured. The only advantage to be had in figuring a 
depreciation charge is the advantage of getting accurate costs, and accurate 
costs can be ascertained only when this charge is figured on the basis of 
the cost of the assets. 
FEDERAL TAX REGULATIONS REGARDING THE 
DEPRECIATION CHARGE IN COSTS 
V-d. The depreciation allowance in order to constitute an allowable deduc-
tion from gross income must be charged off. The regulations recognize the 
depreciation charge as an element of costs, and they further recognize that 
the full provision for depreciation must be included in the costs of operation 
or the result may not be accepted as representing true net profit. 
Where excessive rates are used, or where the wrong basis is used, such 
as reproductive cost, the depreciation charge in such cases is inflated and 
the cost of the unfinished work in process and finished goods is inflated 
accordingly. 
The regulations provide that replacement value of property as a basis 
for computing depreciation cannot be substituted for the cost of the property 
as the cost of replacement at a time some years in the future is a speculative 
figure, which cannot be used as a basis for determining the annual deprecia-
tion charge. 
The depreciation charge, when it represents a "reasonable allowance" 
is a proper charge to the costs of operation, and is a charge dependent upon 
the character of the assets, their use, local conditions, probable life and the 
probability of their becoming obsolete; their scrap value and the kind of 
operations performed. 
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HANDLING OF DEPRECIATION RESERVES 
VI-a. The depreciation reserves show the amount that has been charged as 
an expense, due to the possession and use of fixed assets, the decline in their 
value as a result of wear and tear, deterioration thru lapse of time or 
obsolescence. It has been called a valuation reserve, but since the main 
purpose of the depreciation charge is to spread the investment in the depre-
ciating assets over their useful and productive life, and has as a secondary 
purpose the showing of the carrying value of these assets on the balance 
sheet, it is more logical to think of the depreciation reserve as a profit and 
loss reserve than as a valuation reserve. 
A profit and loss reserve represents a provision made for an expense or 
loss that has already been incurred and properly charged to current income. 
VI-b. In the Unit Life Method of computing the depreciation charge, a 
separate reserve should be provided for each asset or each classification 
of assets. 
The reserve could be carried on the general ledger simply as a depre-
ciation reserve and the separate reserves for the various assets or classifica-
tion of assets shown in a subsidiary ledger. In other words, the depreciation 
reserve on the general ledger would be a control account. 
When the Unit Life Method is used its greatest advantages show them-
selves on the retirement of the asset, especially where the reserves are kept 
in a subsidiary record for each asset or class of assets. The carrying value 
is clearly shown by the deduction of the reserve from the asset account and 
the difference between this value and the amount realized when the asset is 
retired can be debited or credited to surplus. 
VI-e. In the Composite Life Method of computing depreciation, usually 
only one reserve is established on the books, unless the Composite Life is 
taken for the assets in groups, such as Buildings, Machinery and Equipment, 
etc., then there would be a reserve for each group. 
When an asset is retired and the Composite Life Method of computing 
the depreciation charge has been used, the reserve is charged with an amount 
equal to the amount of depreciation that has been provided for the retired 
asset. The amount of depreciation that has been provided for the retired 
asset is found in the following manner: 
Divide the total amount of depreciation to be provided for the 
asset by the estimated number of years of useful life, the result being 
the annual depreciation charge for the asset. If the asset is retired 
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during an accounting period, the fraction of the period can be pro-rated. 
To illustrate, in the example given in the discussion for the Composite 
Life Method, the third class of assets showed a total depreciation to be 
provided of $210,000, an estimated useful life of 4 years, which would 
make an annual charge of $52,500. The estimated scrap value was given 
as $30,000. If this asset had been retired at the end of the third year, 
there would have been credited to the depreciation reserve, $157,500, and 
if it was retired for $60,000, the depreciation reserve would be charged 
with $157,500 and surplus would be credited with $5,000. 
THE DEPRECIATION CHARGE WHEN THE ASSETS ARE 
WRITTEN DOWN 
VI-d. Often the depreciation charge is credited direct to the Asset Account. 
This is called "writ ing the assets down." This method is not applied to 
such Assets as buildings, heavy machinery and equipment, but is usually 
applied to such assets as automobiles and trucks, small tools, patterns, etc. 
Quite frequently when this method is used, the depreciation charge is not 
figured by a percentage rate, but the assets are inventoried at the close of 
the accounting period and the loss in value, as shown by the closing inven-
tory figures as compared with the inventory figures at the beginning of the 
period, is charged to operations and credited direct to the Asset Account. 
When the assets are written down, or in other words, when the depre-
ciation charge is credited direct to the Asset Accounts, there is no Depre-
ciation Reserve set up. When this method is used and an asset is retired for 
any reason, the difference between the book value and the salvage value 
is charged or credited direct to the Profit and Loss Account. 
RELATION OF REPAIRS, RENEWALS AND 
REPLACEMENTS TO THE RESERVES 
VI-e. When the cost of repairs, renewals and minor replacements are con-
sidered as a part of the depreciation rate, and the charge credited to the 
depreciation reserve account, these items are then charged to the reserve 
account as they are incurred. By handling these charges in this manner, 
the depreciation reserve account is extremely difficult to be kept accurately, 
and when an asset, or assets, are retired, it is almost impossible to determine 
how much depreciation has been provided for the assets being retired, 
unless a very careful record has been made of the percentage of the rate 
provided for the renewal and replacement charges as distinguished from 
the percentage provided for the depreciation charge. 
About all that can be done when these charges are included in the 
depreciation rate and credited to the reserve, is to make a rough estimate of 
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the depreciated value of the property retired. As stated above, this method 
of handling the repair cost, renewal cost and minor replacement cost, is one 
not to be recommended. 
ADJUSTING THE DEPRECIATION RESERVE WITH 
PROPERTY RETIRED 
VI-f. When the depreciation reserve is carried on the books as one amount 
and in one account, there is no way of knowing the carrying value of the 
individual assets or of each class of assets, except by analyzing the reserves. 
When a separate reserve is carried, either on the general ledger or in a 
subsidiary record with each asset, or each class of assets, the carrying value 
is easily determined. Specific, or individual depreciation reserves is the 
best practice, as before stated, these various reserves need not be carried in 
the general ledger, they can be kept in subsidiary records and then the gen-
eral ledger reserve account is a control account. 
The individual reserves are of most value when an asset is retired and 
is replaced by a new asset. When an asset is retired for any reason, whether 
worn out, or on account of its becoming obsolete, the cost of the asset retired 
should be credited to the asset account and the depreciation reserve account 
should be charged with the amount of depreciation that has been provided 
for it, and the difference, whether a profit or a loss, should be credited or 
debited to the surplus account. To illustrate: A machine costs $1,000.00, 
has an estimated life of 10 years and no scrap value. If the machine is 
retired at the end of the third year for $550.00, and straight line deprecia-
tion has been provided, the depreciation reserve has a credit of $300.00. The 
retirement means a loss of $150.00. The asset account should be credited 
$1,000.00, depreciation reserve debited $300.00, and surplus debited $150.00. 
Journal Entry 
Dr. Cash $ 550.00 
Dr. Depreciation Reserve 300.00 
Dr. Surplus 150.00 
Cr. Machinery & Equipment 1,000.00 
It is quite a general policy where the depreciation reserve is in one 
account, and where the depreciation charge is made in an arbitrary and 
rather loose manner, to charge the entire cost of the asset retired to the 
reserve, whether or not sufficient amount has been provided in the reserve 
to take care of the asset retired. This practice is usually supported with 
the argument that depreciation is only an estimate and what is lost on the 
retirement of one asset will be offset by the over depreciation provided on 
some other asset. 
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Such a policy soon makes the reserve a meaningless account. 
The depreciation charge is an estimate, but any errors made in the esti-
mate should be corrected, upon the retirement of the asset, by a credit or a 
debit to the surplus account. 
THE DEPRECIATION RESERVE DISTINGUISHED FROM 
A FUND 
VI-g. There has probably been more confusion in the use of the terms 
" F u n d s " and "Reserves," than in the use of any other two accounting 
terms. 
Funds are assets, consisting usually of cash or securities, and are as a 
rule, held intact for a special purpose. 
Reserves are accounts with a credit balance and should appear on the 
balance sheet as liabilities, appropriations of surplus, or as deductions from 
assets. Funds are invariably assets; but reserves are not always liabilities, 
they represent liabilities, appropriations of surplus, or deduction from assets, 
and are set up to represent profits which would go to the owners of the 
business if they had not been reserved for other purposes. 
The depreciation reserve represents profits that have been reserved to 
take care of the loss in value from the possession or use of fixed assets, due 
to deterioration thru lapse of time, wear and tear or obsolescence. If an 
amount equal to the profits reserved in the depreciation reserve is taken out 
of the business and invested in securities or held as cash, the amount so 
taken out would represent a depreciation fund and would still be an asset of 
the business. To illustrate: If an amount of $25,000.00 had been charged 
to operations as representing the depreciation charge for buildings used in 
the conduct of the business, and this $25,000.00 was taken out of the business 
and invested in U. S. bonds, the investment would be a depreciation fund. 
THE DEPRECIATION RESERVE AS AN APPROPRIATION 
OF SURPLUS 
VI-h. When depreciation is calculated in accordance with the principles 
applying to the depreciation charge, the amount is an operating cost, and 
should be so considered and credited to the depreciation reserve. But when 
depreciation is just charged off periodically and in round amounts, such a 
charge is not an operating cost and does not belong in a depreciation 
reserve; it is merely an appropriation or segregation of surplus. Under such 
conditions profits have been erroneously stated and the surplus account has 
had erroneous credits, but such an appropriation does not correct either of 
the errors. 
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THE SHOWING OF THE DEPRECIATION RESERVE ON 
BALANCE SHEET 
VI-i. When the depreciation charge is credited directly to the asset account, 
it is called writing down the asset; as in the case of small tools previously 
mentioned. The depreciated value is in this case, the book value. If the 
charge is handled in this manner, there is no reserve to be dealt with. 
Ordinarily, the amount of the depreciation charge is credited to a 
reserve account, the amount in the reserve is supposed to represent the 
absorbed loss in value, due to the possession and use of the asset, and on 
the Balance Sheet this condition is clearly reflected by the deduction of the 
reserve from the asset. 
The theory has been advocated that the depreciation reserve should be 
shown as a liability, apart from the liabilities that have to be paid in cash; 
the theory being that, in setting up the reserve, provision is being made for 
the necessity of purchasing a new asset when the old one is worn out or 
retired. This theory is not in accord with the true purpose of the deprecia-
tion charge, and this method of showing the reserve on the Balance Sheet 
is one seldom used. 
When separate reserves are carried on the books for the Unit Life 
Method of figuring the depreciation charge, or for the various classes of 
assets, these reserves can be shown on the Balance Sheet as totals. To illus-
t ra te : A separate reserve may be carried for each building, and a separate 
reserve for each piece of machinery and equipment and on the Balance 
Sheet these reserves would appear as : 
Buildings , $ 
Less: Reserve for Depreciation $ 
$ 
Machinery & Equipment $ 
Less: Reserve for Depreciation $ 
$ 
As has been stated, the main purpose of the depreciation charge is to 
apportion the cost of the depreciating assets, to the various accounting 
periods in which they will be used in production; and in accepting this theory 
it is admitted that the depreciating assets less their respective reserves, or 
the value shown for the depreciating assets on the Balance Sheet is not the 
true physical value, nor the reproductive value, nor the true economic value, 
but the residual cost value that has not been absorbed as a charge to 
operations. 
Without attempting any discussion of the subject of appraisals, this Com-
mittee believes it to be good accounting procedure and a good policy in many 
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cases to show on the Balance Sheet, Reproductive Sound Values for depre-
ciating assets, as determined by reliable appraisals. 
FEDERAL TAX REGULATIONS REGARDING THE 
DEPRECIATION RESERVES 
VI-j. The regulations provide that the depreciation charge in order to con-
stitute an allowable deduction must be charged off. They do not specifically 
advise how the charge off shall be made, but they do recognize the crediting 
of the charge to reserve accounts and also the writing down of assets. 
The regulations provide that the depreciation allowance should be com-
puted and charged off with express reference to specific items, units, or 
groups of property, each item or unit being considered separately or spe-
cifically included in a group with others to which the same factors apply. 
The taxpayer is supposed to keep such records as to each item or unit 
of depreciable property as will permit the ready verification of the factors 
used in computing the depreciation charge off each year for each item, unit 
or group; and in order to show the profit or loss on the retirement of each 
item, unit or group. 
According to the regulations, if one depreciation reserve is kept and all 
the depreciation charges are credited to this one reserve, the burden would 
be on the taxpayer to show how he arrived at the profit or loss shown on his 
books as the result of the retirement of any asset. 
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CONCLUSION 
VII. In conclusion, we would emphasize that it has been the aim of the 
Committee in the preparation of this pamphlet to discuss in a non-technical 
and practical manner the basic principles underlying the depreciation charge, 
as these principles pertain to ordinary manufacturing operations. 
The subject of depreciation is such a comprehensive one (the Account-
ant 's Index gives 334 pages of bibliography), that it can be readily appre-
ciated much material had to be left out in the preparation of this pamphlet. 
The Committee has tried to include the more important principles involved 
on the subject. The burden of the discussion has been the emphasizing of 
the following major points: That the main purpose of the depreciation 
charge is not to show values on the balance sheet, but to apportion to the 
several accounting periods the net outlay of capital represented in the assets 
being depreciated; that the elements having to do with the depreciation 
charge are cost, estimated useful life, scrap value, repairs, replacements, and 
whether or not the equipment is used 24 hours a day and whether or not 
it is used by piece-workers; that the depreciation charge is figured on 
either the Unit Life Method or the Composite Life Method, or an adapta-
tion of one or the other of these methods; that obsolescence is the most 
difficult part of the depreciation charge to determine and yet a very vital 
factor; that the depreciation rate should be determined by careful analysis 
and in accordance with the principles involved, such as cost, estimated useful 
life, scrap value, etc.; that the depreciation charge determined in the proper 
manner is a part of costs and should be distributed as the other items of 
burden are distributed in ordinary cost accounting; that there is no com-
petitive advantage in figuring depreciation on replacement values; that the 
depreciation charge should be credited either to the assets or credited to 
the reserve account and when credited to the reserve account the reserve 
should be deducted from the assets on the balance sheet. 
Some of the more general principles underlying depreciation as affected 
by the Federal Tax Regulations are discussed in connection with each of the 
topics concerned. 
With a full recognition of the incompleteness of the treatment of this sub-
ject, the Committee presents its discussion in the hope that their efforts will 
be of interest and some practical value to the members of the Illinois Manu-
facturers Cost Association. 
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